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CITY OF BALTIMORE Zll FRNST & YOUNG

rRTIN O’MALLE
Marmn O y 621 E. Pratt Street

N~ Mayor Baltimore, Maryland 21202
DEPARTMENT OF AUDITS

Room 321, City Hall
Baltimore, Maryland 21202

Report of Independent Auditors

December 9, 2003

The Mayor, City Council, Comptroller and
Board of Estimates of the City of Baltimore, Maryland

We have jointly audited the accompanying basic financial statements of the Water Utility Fund
of the City of Baltimore, Maryland, as of and for the years ended June 30, 2003 and 2002, as
listed in the table of contents. These financial statements are the responsibility of the City of
Baltimore, Maryland’s management. Our responsibility is to express an opinion on these
financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United
States. Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audit provides a reasonable basis for our opinion.

As discussed in Note 1, the financial statements present only the Water Utility Fund and do not
purport to, and do not present fairly the financial position of the City of Baltimore, Maryland, as
of June 30, 2003 and 2002 and the changes in its financial position and its cash flows in
conformity with accounting principles generally accepted in the United States.

In our opinion, the financial statements referred to above present fairly, in all material respects,
the financial position of the Water Utility Fund of the City of Baltimore, Maryland, as of June
30, 2003 and 2002, and the changes in its financial position and its cash flows for the years then
ended in conformity with accounting principles generally accepted in the United States.

Yovonda D. Brooks Ernst & Young LLP
City Auditor
Department of Audits



City of Baltimore
Water Utility Fund
Statements of Net Assets
June 30, 2003 and June 30, 2002
(Expressed in Thousands)

Assets:
Current assets:

Cash and cash equivalents...............oooiiiiiiiiiii e

Accounts receivable, net:

Service DIIINGS. ...eeevet ettt
Due from other funds...........oooiiiiiiiiii
Due from other gOVernments. ............covuviiriiiiieiiiiieiiieeeeeennss
BN 310 3 1

Current restricted assets:

Cash and cash equivalents.............c.ooviiiiiiiiiiii i,
INVESTMENLS. ..ottt
Accounts receivable, Net.........oooiiiiii i
Due from other funds............coiiiiii

Total CUITENt ASSELS. ....uut ittt ittt et e e e e e

Noncurrent assets:

Capital ASSETS, MET. ...ttt ettt eiire ettt et e e et e et
Bond 1SSUANCE COSES. .. uuiutittitt ittt ettt et eeeaans
Total NONCUITENT ASSELS. ...\ttt ettt ettt et
TOtal ASSEES. . uut ettt ettt e e

Liabilities:
Current liabilities:

Accounts payable and accrued liabilities...............cooeiviiiiiiiiiiniiann..
Accrued interest payable...... ..o
Deposits subject to refund............cooiiiiiiiiiii
Due to other funds...........cooiiii i

Compensated aDSENCES. . ... ..uineeie et
Revenue bonds payable..........cooviiiiiiiiiiii s
General long-term debt payable ...
Accounts payable from restricted assetS..........c.coveviiiiiiiiiiiiiii
Total current liabilities. ..........oiieiii e

Noncurrent liabilities:

Revenue bonds payable, net............ooiiiiiiiiiiii e
Compensated aDSENCES. ......ouineieiit ittt
General long-term debt payable ...
Total noncurrent Habilities. ... ... ...coviiiiiiiiea
Total Habilities. ... ..eeeeee e

Net Assets:

Invested in capital assets, net of related debt....................coiviiiiiiin..

Restricted for:

DDt SEIVICE. . vttt ittt et et e e
Future capital expenditures.............oooeiiiiiiiii e
UNTESIIICTE .. .viii i e e e e
Total NEt ASSELS. ... ..ottt e e

See notes to financial statements.

2003 2002
$ 14216 $ 17,225
28,501 26,873
- 852
1,535 1,578
5,470 5,006
86,332 52,781
5,457 5,607
3,876 3,702
3,031 3,191
148,418 116,815
490,932 465,282
4393 5,734
495325 471,016
643,743 587,831
2,438 2,242
5,462 3,420
13 13
1,365 -
3,286 3,229
2,295 2,185
86 313
5335 4,439
20,280 15,841
286,285 238,438
894 944
1,027 1,104
288,206 240,486
308,486 256,327
201,238 223,242
39,666 22,477
59,030 42,804
35,323 42,981
$ 335,257 $ 331,504




City of Baltimore
Water Utility Fund
Statements of Revenues, Expenses and Changes in Fund Net Assets
For the Years ended June 30, 2003 and June 30, 2002
(Expressed in Thousands)

2003 2002
Operating revenues:
Water service (net of bad debts of $1,645 for fiscal year 2003 and
and $2,010 for fiscal year 2002) .........o.ouiiiiiiiiiiiiie e $ 90,569 $ 82,073
Operating expenses:
Salaries and Wages. ......oeuieet ittt 27,282 24,734
Other Personnel COSES. ... .ouuuiniititiiet e e e aeaens 9,365 9,026
CoNLractual SEIVICES. ... ettt ittt et e 23,019 20,006
Materials and SUPPLIES. ... .eueirine ettt 6,879 6,012
MINOT EQUIPIMIENL. . ..t etttt et et ettt et et et e e e et et e et et e e et eneeeeneas 2,405 326
General government overhead...............coooiiiiiii i 4,379 3,824
7S] 03 (T3 -1 ()  H P 9,550 9,511
Total OPErating EXPEINSES. .. .ueetneeeteeneetententeteteteaeeeeeeneananeaneaaanns 82,879 73,439
OPErating INCOME. ... e.veeeeetnteettentete e ete et et et e e eteeeteneenenenns 7,690 8,634
Nonoperating revenues (expenses):
Loss on sale of iNVeStMeNts.........ooviieiitiiieit i enaeaens (480) (1,008)
B (ST 1 4011 1 1< (3,377) (3,547)
Loss on interest rate SWap bUYOUL .......c.vvviiiiiiiitiiieiiieeeeieenieanenn (9,539) -
Total nonoperating revenue (EXPENSE).........euerenrrreneenenraneenaneenennns (13,396) (4,555)
Income (loss) before contributions ............ccccoveviiiiiiiiiiiiiiiinninn, (5,706) 4,079
Capital coNtriDULIONS. ... .veiet it 9,459 13,452
Changes i NEt ASSELS. . ...uuineetit et 3,753 17,531
Total net assets - BeGINNING. ........ovirreeiieit it eeaeenens 331,504 313,973
Total net assets - eNAING..........ouiuiiii i $ 335,257 $ 331,504

See notes to financial statements.



For the Years Ended June 30, 2003 and June 30, 2002

Cash flows from operating activities:
Receipts from customers.........................
Receipts from interfund services provided....
Payments to employees..........................
Payments to suppliers............c.coceevenenene.
Payments for interfund services used..........
Net cash provided by operating activities. .

City of Baltimore
Water Utility Fund
Statements of Cash Flows

(Expressed in Thousands)

Cash flows from capital and related financing activities:

Transfers to escrow agent for early extinguishment of debt...........................

Proceeds from revenue bonds...................
Principal paid on bonds..........................

Principal paid on revenue bonds................

Payments to buyout interest rate swaps .......
Interest paid...........cooeiiiiiiiiiiiiiii,
Acquisition and construction of capital assets
Capital contributions......................c.e....

Changes in 1estricted aSSEtS. ... ...iuiuiuiuit ittt

Net cash provided by capital and related financing activities.....................

Cash flows from investing activities:
Interest on investments..................ocoeeeen.

Net cash provided by investing activities...

Net increase in cash and cash equivalents........
Cash and cash equivalents, beginning of year...
Cash and cash equivalents, end of year...........

Reconciliation of operating income to net cash provided by

operating activities:
Operating iNCOME.........c.cceueuiuininininnnnnnnn..

Adjustments to reconcile operating income to net cash provided

by operating activities:

Depreciation eXpense. ..........ocoeeeueuenannnn..

Amortization of early extinguishment of debt

Loss on early extinguishment of debt..........
Changes in assets and liabilities:

Accounts receivable.............coooviiiiinn..

Due from other funds.............................

Due from other governments....................
INVentories. ......oovvveiiiiiiiiiieean
Accounts payable and accrued liabilities......
Other liabilities............c.coooiiiiiiiiiin.
Accrued interest payable.........................
Restricted accounts payable.....................
Due to other governments.......................
Due to other funds............ccooeiiiiin.
Total adjustments...............ccoeeeennnnn.

Net cash provided (used) by operating activities

See notes to financial statements.

2003 2002
$ 85,105 $ 80,359
4,729 2,655
(36,434) (33,317)
(29,837) (38,004)
(3,013) (5,601)
20,550 6,092
- (141,951)

50,938 176,428
(313) (285)
(2,185) (3,860)
(9,539) -
(9,818) (12,078)
(29,811) (29,821)
9,459 13,452
138 39315
8,869 41,200
1,123 4,123
1,123 4,123
30,542 51,415
70,006 18,591
$ 100,548 $ 70,006
$ 7,690 $ 8,634
9,550 9,511
- (7,833)
- (1,013)
(1,628) 5,202
852 (852)
42 (1,577)
(464) (998)
197 389

7 413
2,043 (1,327)
896 (848)
- (1,852)
1,365 (1,777)
12,860 (2,542)

$ 20,550 $ 6,092




CITY OF BALTIMORE
Water Utility Fund
Notes to the Financial Statements

Description of the Utility

The Water Utility (the Utility) is a separate utility in the Bureau of Water and Waste
Water, one of four bureaus in the City of Baltimore, Maryland’s Department of Public
Works. In November 1978, voters approved a Charter Amendment establishing the
Utility as a separate enterprise and requiring it to be financially self-sustaining and
operated without profit or loss to the other funds or programs of Baltimore City (the
City).

These financial statements are only of the Utility’s operations and are not intended to
present the financial position, changes in financial position, or cash flows of the City.

Summary of Significant Accounting Policies

The accounting and financial reporting policies of the Utility conform to accounting
principles generally accepted in the United States (GAAP) and reporting standards as
promulgated by the Governmental Accounting Standards Board (GASB) for enterprise
funds.

The Utility follows FASB Statements and Interpretations issued on or before November
30, 1989, Accounting Principles Board Opinions, and Accounting Research Bulletins,
unless those pronouncements conflict with GASB pronouncements.

Basis of Accounting

The financial statements have been prepared on the accrual basis of accounting whereby
revenues are recorded when earned and expenses are recorded when incurred, regardless
of when the related cash flows take place. Operating revenues are those that result from
services provided by the Utility; all other revenue is considered non-operating.

Cash and Cash Equivalents

Cash and cash equivalents include amounts in demand deposits, as well as short-term
investments with a maturity date within three months of the date acquired by the Utility.

Investments

Investments are reported at fair value. Investments with maturities of less than one year
from purchase date are reported at cost which approximates fair value. Securities traded
on national exchanges are valued at the last reported sales price.

Inventories

Inventories are stated at cost, using the moving average cost method.



CITY OF BALTIMORE
Water Utility Fund
Notes to the Financial Statements
Unbilled Water Utility User Charges
Unbilled water user charges are estimated and accrued at year-end.

Restricted Assets

Restricted assets consist of resources that are legally obligated for the acquisition and
improvement of capital facilities and revenue bond repayment requirements.

Use of Restricted Assets

When an expense is incurred for which restricted and unrestricted resources are available
to pay the expense, it is the Fund’s policy to apply the expense first to restricted
resources then to unrestricted resources.

Capital Assets

Purchased or constructed capital assets are reported at historical cost. Capitalization
thresholds are $250,000 for buildings, improvements and infrastructure, and $5,000 for

equipment.

Depreciation is computed using the straight-line method over the estimated useful lives,
as follows:

Buildings............... 50 years
Improvements......... 20-50 years
Equipment............. 2-25 years
Mobile Equipment.... 5-10 years

Amortization

Bond issuance costs are amortized over the life of the issue using the straight-line
method, the effect of which is not materially different than under the effective interest
method. Gains and losses on the early extinguishment of debt are amortized over the
shorter of the life of the new or old debt.

Sick, Vacation and Personal Leave

Employees earn one day of sick leave for each completed month of service; there is no
limitation on the number of sick leave days that may be accumulated. A portion of
unused sick leave earned annually during each twelve-month period may be converted to
cash for a maximum of three days, computed on an attendance formula. Upon retirement
with pension benefits, or termination of employment after completion of twenty or more
years of service without pension benefits, employees receive one day’s pay for every four

6



CITY OF BALTIMORE
Water Utility Fund
Notes to the Financial Statements

sick leave days accumulated and unused as of the date of separation; under any other
conditions of separation, unused sick leave is forfeited. At June 30, 2003, it is estimated
that accumulated non-vested sick leave for the Utility approximated $4,023,000. Sick
leave benefit expenses are recorded as a percent of conversion value based on years of
service, with a maximum of 100% for employees with twenty years or more of service.

Employees can accumulate a maximum of 224 vacation and personal leave days
depending upon length of service, which may be taken either through time off or carried
until paid upon termination or retirement. Accumulated vacation and personal leave
expenses are recorded when leave is earned.

The total vacation, personal leave and conversion value of unused sick leave recorded as
a liability at June 30, 2003 and 2002 is $4,180,000 and $4,173,000, respectively.

Deposits and Investments

The Utility participates in the City’s pooled cash account. At June 30, 2003 and 2002,
the Utility’s share of the City’s pooled cash account, including both restricted and
unrestricted cash, was $14,124,000 and $18,756,000 respectively. All of the City’s
pooled cash deposits are either insured through the Federal Depository Insurance
Corporation (FDIC) or collateralized by securities held in the name of the City by the
City’s agent. At June 30, 2003, the Utility also had cash of $7,900,000 on deposit with a
counterparty, which was collateralized with securities held by the counterparty in the
name of the Utility.

In accordance with state law, the City is authorized to invest in direct or indirect
obligations of the U.S. government, certificates of deposit, repurchase agreements and
related mutual funds. City policy requires that securities underlying repurchase
agreements must have a market value of at least 100% of the cost of the repurchase
agreement and the City takes possession of the securities when the repurchase
agreement’s maturity is over five days. Management believes the City has complied with
this policy throughout the year.

Investments at June 30, 2003 and 2002 are summarized below. Investments represented
by specific identifiable investment securities are classified as to credit risk by the three
categories below:

Category 1 - Insured or registered, or securities held by the City or its agent in the
City’s name.

Category 2 - Uninsured and unregistered, with securities held by the counterparty’s
trust department or agent in the City’s name.

Category 3 - Uninsured and unregistered, with securities held by the counterparty or
by its trust department or agent but not in the City’s name.

7



CITY OF BALTIMORE
Water Utility Fund
Notes to the Financial Statements

(Expressed in Thousands)

Category Carrying
Value

June 30, 2003: 1
Repurchase agreements.................c.coeevenennn. $4,277 $4,277
U.S. Treasury and Agencies...........cccceeeeuennnnn. 1,221 1,221
$ 5,498 5,498
Mutual funds (uncategorized)........................ 78.483
83,981
Less: cash equivalents...................cooiiiiii. 78.524
Total. oo § 5,457
Category Carrying

Value

June 30, 2002: 1
Repurchase agreements.................c.ocvvevnnnnn. $4,277 $ 4,277
U.S. Treasury and Agencies..............ccoevuenennn. 40 40
$4.317 4,317
Mutual funds (uncategorized) ......................... 52,540
56,857
Less: cash equivalents..................ocooeiiini. 51,250
Total. oo $ 5,607

Allowance for Doubtful Accounts

Accounts receivable are shown net of a $2,086,000 allowance for 2003 and a $1,473,000
allowance for 2002.

Interfund Balances and Activity

Balances due to/from other funds at June 30, 2003 (amounts expressed in thousands):

Interfund
Fund Receivable Payable
GENETAl ... $ 1,365
Nonmajor proprietary funds ............ccoeeviiiiiiiiiiiiie., $ 3,031
AT . 3.031 1,365
TOtALS .« $4.396 $4.396

The interfund balances are primarily the result of certain transactions relating to capital
financing and pension accruals between the funds that had not yet been completed at June
30, 2003.



CITY OF BALTIMORE
Water Utility Fund
Notes to the Financial Statements

Capital Assets

Capital assets activity for the fiscal years ended June 30, 2003 and 2002 were as follows

(expressed in thousands):

Balance Balance
June 30, 2002 Additions Deductions June 30, 2003
Capital assets not being depreciated:
Land $ 12,232 $ 12,232
Construction in progress 210,873 $37.902 $ 6,011 242,764
Total capital assets not being depreciated 223.105 37,902 6,011 254,996
Capital assets being depreciated:
Buildings and improvements 475,606 2,736 478,342
Equipment 49,211 573 49,784
Total assets being depreciated 524,817 3.309 528.126
Less Accumulated Depreciation for:
Buildings and improvements (248,679) (7,779) (256,458)
Equipment (33.961) (1.771) (35,732)
Total accumulated depreciation (282.640) (9.550) (292.190)
Total assets being depreciated, net 242,177 (6.241) 235,936
Total capital assets net $465.282 $31,661 $ 6,011 $490,932
Balance Balance
June 30, 2001 Additions Deductions June 30, 2002
Capital assets not being depreciated:
Land $12,232 $12,232
Construction in progress 294,022 $ 62.405 $145,554 210,873
Total capital assets not being depreciated 306,254 62,405 145.554 223.105
Capital assets being depreciated:
Buildings and improvements 358,916 116,690 475,606
Equipment 48.330 881 49,211
Total assets being depreciated 407,246 117,571 524.817
Less Accumulated Depreciation for:
Buildings and improvements (240,921) (7,758) (248,679)
Equipment (32,208) (1.753) (33.961)
Total accumulated depreciation (273.129) (9,511) (282.,640)
Total assets being depreciated, net 134,117 108,060 242,177
Total capital assets net $440,371 $170.465 $145,554 $465,282




CITY OF BALTIMORE
Water Utility Fund
Notes to the Financial Statements

Interest is capitalized on assets constructed with tax-exempt debt. The amount of interest
to be capitalized is calculated by offsetting interest expense incurred from the date of the
borrowing until completion of the project, with interest earned on invested proceeds over
the same period. During fiscal years 2003 and 2002, interest expense of $5,389,000 and
$4,601,000, respectively (net of interest income of $970,000 and $2,373,000,
respectively), was capitalized.

At June 30, 2003, the Utility had outstanding commitments for construction of
$60,920,000.

Long-term Obligations

The Constitution of Maryland requires a three-step procedure for the creation of debt by
the City of Baltimore:

- Act of the General Assembly of Maryland or resolution of the majority of
Baltimore City delegates

- Ordinance of the Mayor and City Council of Baltimore

- Ratification by the voters of the City of Baltimore

A summary of outstanding debt applicable to the Utility (amounts expressed in
thousands) as of June 30, 2003 and 2002 is as follows:

Amounts Due
Balance Balance Within
June 30, 2002 Additions Reductions  June 30, 2003 One Year

General Long-term debt payable $ 1417 $ 304 $ 1.113 $ 86
Revenue Bonds 249,280 49,665 2,185 296,760
Less: unamortized charges 8,657 477 8,180

Total Revenue Bonds payable 240,623 49,665 1,708 288,580 2,295
Compensated absences 4.173 7 4.180 3.286

Amounts Due

Balance Balance Within
June 30, 2001 Additions Reductions  June 30, 2002 One Year
S

General Long-term debt payable $ 1.692 $ 9 $§ 284 $ 1417 $ 313
Revenue Bonds 217,071 178,020 145,811 249,280
Less: unamortized charges 824 8.107 274 8,657

Total Revenue Bonds payable 216,247 169,913 145,537 240,623 2,185
Compensated absences 3,760 413 4,173 3,229

10



CITY OF BALTIMORE
Water Utility Fund
Notes to the Financial Statements

The general obligation bonds bear interest at rates ranging from 4.0% to 9.0% and mature
serially through 2011.

The following is a schedule of the principal and interest payments (amounts expressed in
thousands) required as of June 30, 2003 to service the above debt payable by the Utility

until maturity:

General Obligation

Bonds
Principal Interest
2004.. ... 86 26
2005, 139 18
2006.. .., 173 6
2007 ... 106 94
2008, .. 6 -
2009t0 2013t _ 603 404
Total.........ooooviiiiiini, 1,113 548

The City has issued revenue bonds, the proceeds of which were used to provide funds for
capital improvements of the Utility. Assets with a carrying value of $39,666,000 at June
30, 2003, and certain revenues of the Utility are pledged as collateral for the bonds.
Bonds outstanding (amounts expressed in thousands) as of June 30 consist of:

2003 2002
Serial bonds series 1993-A maturing in annual installments from
$1,650,000 to $2,125,000 from July 1, 2003 through July 1,
2008, with interest ranging from 5.00% to 5.50%, payable
semiannually..............oooi $ 11,250 $ 12,820

Serial bonds series 1994-A maturing in annual installments from
$615,000 to $850,000 from July 1, 2003 through July 1, 2009,
with interest ranging from 4.10% to 5.00%, payable
semiannually..............oo 5,195 5,900

Serial bonds series 2002-A maturing in annual installments from
$1,855,000 to $1,975,000 from July 1, 2009 through July 1,
2021, with interest rate at Muni-CPA to 5.00%, payable 24,600 24,600
semiannually..............o

Serial bonds series 2003-A maturing in annual installments from

$3,545,000 to $3,910,000 from July 1, 2023 through July 1,
2025, with interest rate at 5.00% payable semiannually...... 11,175 -

11



CITY OF BALTIMORE
Water Utility Fund
Notes to the Financial Statements

2003 2002
Term bonds series 1993-A with interest at 5.60%, payable
semiannually, due July 1,2013.............coiiiiii, 12,200 12,200
Term bonds series 1993-A with interest at 5.65%, payable
semiannually, due July 1,2020.............ccoiiiiiiiiiiiiii, 23,900 23,900
Term bonds series 1994-A with interest at 6.00%, payable
semiannually, due July 1, 2015..............ciiiiiiiii, 6,250 6,250
Term bonds series 1994-A with interest at 5.00%, payable
semiannually, due July 1,2024................iiiii, 10,280 10,190
Term bonds series 2002-A with interest at 5.00%, payable
semiannually, due July 1,2023.............coiiiiiii s 4,250 4,250
Term bonds series 2002-A with interest at 5.00%, payable
semiannually, due July 1,2027...........ccooiiiiiiiiiiiiiiin, 9,845 9,845
Term bonds series 2002-A with interest at 5.20%, payable
semiannually, due July 1,2032.............cciiiiiiiii, 15,385 15,385
Term bonds series 2002-A with interest at 5.125%, payable
semiannually, due July 1,2042..............cooiii, 64,840 64,840
Auction rate notes series 2002-B, payable monthly, due July 1,
203 18,300 18,300
Auction rate notes series 2002-C, payable monthly, due July 1,
203 40,800 40,800
Term bonds series 2003-A with interest at 4.20%, payable
semiannually, due July 1,2028 ..., 12,835 -
Term bonds series 2003-A with interest at 5.00%, payable
semiannually, due July 1,2033 ..., 25,655 -
296,760 249,280
Less unamortized charges...........c.cooevviiiiiiiiiiiiiiii e, 8,180 8,057
$288,580  $240,623

The portion of revenue bonds payable that is due within one year for the Utility is

$2,295,000.

12



CITY OF BALTIMORE
Water Utility Fund
Notes to the Financial Statements

The term bonds series 1993-A due July 1, 2013 are subject to redemption at par prior to
maturity by operation of a mandatory sinking fund on or after July 1, 2009, at annual
principal amounts ranging from $1,100,000 to $1,350,000. The term bonds series 1993-
A due July 1, 2020 are subject to redemption at par prior to maturity by operation of a
mandatory sinking fund on or after July 1, 2014, at annual principal amounts ranging
from $1,450,000 to $2,000,000. The term bonds series 1994-A due July 1, 2015 are
subject to redemption at par prior to maturity by operation of a mandatory sinking fund
on or after July 1, 2010, at annual principal amounts ranging from $895,000 to
$1,200,000. The term bonds series 1994-A, due July 1, 2024, are subject to redemption
at par prior to maturity by operation of a mandatory sinking fund on or after July 1, 2016,
at annual principal amounts ranging from $1,265,000 to $6,320,000.

The serial bonds series 1994-A are subject to redemption prior to maturity beginning on
and after July 1, 2004, at redemption prices ranging from 102% to 100% of the principal
amount. The serial bonds series 2002-A maturing on and after July 1, 2017 are subject to
redemption prior to maturity beginning on and after July 1, 2012 at par plus accrued
interest thereon.

The term bonds series 2002-A due July 1, 2023 are subject to redemption at par prior to
maturity by operation of a sinking fund on or after July 1, 2022 at an annual principal
amount equal to $2,075,000. The term bonds series 2002-A due July 1, 2027 are subject
to redemption prior to maturity by operation of a sinking fund on or after July 1, 2024 at
annual principal amounts ranging from $2,280,000 to $2,400,000. The term bonds series
2002-A due July 1, 2032 are subject to redemption prior to maturity by operation of a
sinking fund on or after July 1, 2028 at annual principal amounts ranging from
$2,780,000 to $3,070,000. The term bonds series 2002-A due July 1, 2042 are subject to
redemption prior to maturity by operation of a sinking fund on or after July 1, 2033 at
annual principal amounts ranging from $3,565,000 to $4,355,000. The term bonds series
2002-B due July 1, 2037 are subject to redemption at par prior to maturity by operation
of a mandatory sinking fund on or after July 1, 2032 at annual principal amounts ranging
from $2,700,000 to $3,000,000. The term bonds series 2002-C due July 1, 2037 are
subject to redemption at par prior to maturity by operation of a mandatory sinking fund
on or after July 1, 2015 at annual principal amounts ranging from $1,000,000 to
$1,700,000.

The serial bonds series 2003-A maturing on or after July 1, 2013 are subject to
redemption prior to maturity at par plus accrued interest thereon to the date set for
redemption, at the option of the City beginning on and after July 1, 2013 as a whole at the
time or in part on any interest payment date, in order of maturity selected by the City and
by lot within any maturity unless the Trustee selects an alternate method it deems proper.

13



CITY OF BALTIMORE
Water Utility Fund
Notes to the Financial Statements

Principal maturities and interest (amounts expressed in thousands) of revenue bonds are
as follows:

Fiscal year ended June 30, Swap
Interest
Principal  Interest  Rate Net
(a)
2004, .. $ 2295 $11,104 $ 2,645
2005 2,405 11,981 2,645
2000, .. 2,515 11,857 2,645
2007 e 2,655 11,724 2,645
2008, .. 2,790 11,582 2,645
2009102013 o 23,955 55,265 12,761
201402018 v 33,815 49,464 10,999
201902023 . e 35,020 62,774 9,511
2024102028 e 39,775 34,041 8,190
2029102033 .. i 52,750 25,059 6,483
2034102038 i 53,695 15,011 2,651
203902043 .. i 45,090 6,018

$296,760 $305.880 $ 63.820

(a)  Swap Interest Rate Net payments represent estimated payments for additional interest resulting from
swap agreements to counterparties. The additional payments were computed using interest rates as of June
30, 2003, assuming current interest rates remain the same for their term. As rates vary, variable rate bond
interest payments and net swap payments will vary.

In prior years, the Utility also defeased revenue bonds by placing the proceeds of new
debt issues in an irrevocable trust to provide for all future debt service payments on the
old debt. Accordingly, the trust’s assets and the liability for the defeased debt are not
included in the Utility’s financial statements. At June 30, 2003, $20,600,000 of debt
outstanding is considered defeased.

The Utility has various revenue bond covenants that generally require the Utility to
maintain rates sufficient to meet the operating requirements of the Utility and an
operating reserve as defined in the revenue bond indentures. As of June 30, 2003, the
rate requirements were met, and management believes the Utility is in compliance with
all significant requirements of the indentures.
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8. Interest Rate Swaps

Objectives of the swaps. In order to protect the City against fluctuations in interest rates,
the City has entered into 17 interest rate swap agreements. The City’s asset/liability
strategy is to have a mixture of fixed and variable rate debt to take advantage of
anticipated fluctuations in future interest rates, and also to provide the City with low
synthetically created rates while providing reasonably predictable future debt service
requirements.

Terms, fair value and credit risk. The terms, fair value and credit rating of the
outstanding swaps as of June 30, 2003, were as follows. The notional amounts of the
swaps match the principal amount of the associated debt. The City’s swap agreements
contain scheduled reductions to outstanding notional amounts that are expected to
approximately follow the scheduled or anticipated reductions in the associated “bonds

payable” category.
Interest
Outstanding Effective Termination Rate Paid Interest Rate Notional Counterparty
Bonds Date Date by City Received (a, b) Amount Fair Value Credit Rating

Fixed to Floating SWAPs
1993 Revenue Bonds  1/1/2008 7/1/2020 BMA Index 5.54% $4,276,748 $(222,741) AA+/Aa2
1994 Revenue Bonds  1/1/2008 7/1/2024 BMA Index 5.26% 4,108,595 (306,560) AA+/Aa2
1998 Revenue Bonds ~ 2/1/2001 7/1/2027 BMA Index 5.17% 27,780,000 2,369,892  AA+/Aa2
1998 Revenue Bonds ~ 7/1/2008 7/1/2028 BMA Index 5.08% 1,927,360 (173,389) AA+/Aa2
2000 Revenue Bonds 7/1/2003 7/1/2030 BMA Index 5.70% 2,907,750 (192,185) AA+/Aa2

Floating to Fixed SWAPs
1998 Revenue Bonds ~ 10/26/2001  7/1/2008 5.17% BMA Index 27,780,000 (4,073,102) AA-/Aa3
2002 Revenue Bonds  5/7/2002 7/1/2037 4.555% BMA/67% LIBOR 59,100,000 (10,604,695)  AA-/Aa3
2002 Revenue Bonds 5/7/2002 7/1/2009 3.87% BMA Index 1,855,000 (108,787) AA-/Aa3
2002 Revenue Bonds  5/7/2002 7/1/2010 4.00% BMA Index 1,900,000 (125,591) AA-/Aa3
2002 Revenue Bonds  5/7/2002 7/1/2011 4.10% BMA Index 1,955,000 (148,040) AA-/Aa3
2002 Revenue Bonds ~ 5/7/2002 7/1/2012 4.20% BMA Index 2,110,000 (177,626) AA-/Aa3
2002 Revenue Bonds 5/7/2002 7/1/2013 4.30% BMA Index 2,170,000 (196,585) AA-/Aa3
2002 Revenue Bonds  5/7/2002 7/1/2014 4.39% BMA Index 2,325,000 (230,798) AA-/Aa3
2002 Revenue Bonds  5/7/2002 7/1/2015 4.50% BMA Index 1,615,000 (170,710) AA-/Aa3
2002 Revenue Bonds  5/7/2002 7/1/2016 4.61% BMA Index 1,685,000 (185,661) AA-/Aa3
2004 Revenue Bonds 6/1/2004 7/1/2034 5.21% BMA Index 47,500,000 (7,291,197)  AA-/Aa3
2005 Revenue Bonds ~ 6/1/2005 7/1/2035 5.30% BMA Index 53,100,000 (6,832,993) AA-/Aa3

Total Outstanding SWAPs $244,095,453  $(28,671,268)

(a) BMA: Bond Market Association Municipal Swap Index
(b) LIBOR: London Interbank Offered Rate

Fair value. Because interest rates have declined, only one swap had a positive fair value
as of June 30, 2003. For the variable rate swap agreements, the fair value of the
agreements was $1,474,517 calculated using the par-value method; the fixed rate on the
swap was compared with the current fixed rates that could be achieved in the marketplace
should the swap be unwound. The fixed rate bond component was valued by discounting
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the fixed rate cash flows using the current yield to maturity of a comparable bond. The
variable rate component was assumed to be at par value because the rate resets to market
rate at every reset date. The fair value was then calculated by subtracting the established
market value of the fixed component from the established value of the variable
component. For the fixed rate swap agreements, the fair value was ($30,145,785). The
fair values were estimated using the zero-coupon method. This method calculates the net
future settlement payments required by the swap, assuming that the current forward rates
implied by the yield curve correctly anticipate future spot interest rates. These payments
are then discounted using the spot rates implied by the current yield curve for
hypothetical zero-coupon bonds due on the date of each future net settlement on the
swaps.

Credit risk. As of June 30, 2003, the City is exposed to credit risk on only one
outstanding swap because all of the other swaps have negative fair values. However,
should the interest rates change and the fair values of the swaps become positive, the City
would be exposed to credit risk in the amount of the derivatives’ fair value. For the one
swap agreement that has positive fair value, the City has credit exposure to the
counterparty as of June 30, 2003. Should the counterparty to this transaction fail to
perform according to the terms of the swap contract, the City faces a maximum loss
equivalent to the swap’s $2,369,892 fair value.

The swap agreements contain varying collateral agreements with counterparties. In
general, these agreements require full collateralization of the fair value of the swap
should the counterparty’s credit rating fall below Baa as issued by Moody’s or BBB as
issued by Standard and Poors. Collateral on all swaps is to be in the form of U.S.
government securities held by the City.

Although the City executes transactions with various counterparties, 12 swaps,
approximating 83% of the notional amount of swaps outstanding, are held with one
counterparty. That counterparty is rated AA-/Aa3. The City holds the remaining five
swaps, approximating 17% of the outstanding notional value, with another counterparty,
rated AA+/Aa2.

Basis risk. The City’s variable rate bond coupon payments are based on weekly market
rate, which closely approximates the BMA rate. For those swaps for which the City
receives variable rate payment other than the weekly market rate, the City is exposed to
basis risk should the spread between the BMA and weekly market rate change. If a
change occurs that results in the spread widening, the expected cost savings may not be
realized. As of June 30, 2003, the BMA rate was 0.98%, whereas the City market rate
ranges from 0.90% to 0.95%.
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Interest rate risk. For those swaps for which the City receives fixed rate payments, the
City is exposed to interest rate risk. As the BMA/LIBOR (London Interbank Offered
Rate) rate changes, expected savings could increase or decrease depending on the
relationship between the fixed payments and the variable rate.

Termination risk. The City or the counterparty may terminate the swap if the other party
fails to perform under the terms of the contract. If at the time of termination the swap
contract has a negative fair value, the City would be liable to the counterparty for that
payment. During fiscal year 2003, the City terminated swap agreements in the Water
Utility Fund resulting in losses of $9,539,000.

Pension Plan

Classified employees of the Utility are required to join the City of Baltimore’s
Employees’ Retirement System (ERS). The ERS is a multiple-employer cost sharing
defined benefit pension plan administered by the City of Baltimore Retirement System.
The ERS provides retirement, disability and death benefits to plan members and
beneficiaries. The plan is managed by a Board of Trustees in accordance with Article 22
of the Baltimore City Code. Plan benefit provisions may be amended only by the City
Council. The Utility’s share of contributions to the plan were $1,269,000 in 2003,
$1,413,000 in 2002, and $936,000 in 2001. The Utility contributed 100% of the required
contribution each of the three years. ERS issues a publicly available financial report that
may be obtained by writing to the City of Baltimore Retirement Systems, Room 640 City
Hall, 100 N. Holliday Street, Baltimore, MD 21202.

Postemployment Benefits

City administrative policy provides that certain postemployment benefits, other than
pension benefits, be provided to all employees of the Utility. These benefits include
certain health care and life insurance benefits. All employees who retire are eligible to
receive these benefits. Such benefits are accounted for on a cash basis so that payments
during the current year represent benefit coverage for currently retired employees or their
beneficiaries. During fiscal years 2003 and 2002, the Utility’s share of the City
postemployment benefit payments were $2,698,000 and $2,498,000, respectively.

Risk Management

The Utility participates in the City’s risk management program. The City is exposed to
various risks of loss related to torts; theft of, damage to, and destruction of assets; errors
and omissions; injuries to employees; and natural disasters. During fiscal year 1987, the
City established the Risk Management Fund (an internal service fund) to account for and
finance its uninsured risks. he City’s risk financing techniques include a combination of
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risk retention through self-insurance and risk transfer through the purchase of
commercial insurance. The Risk Management Fund services all claims for risk of loss,
including general liability, property and casualty, workers’ compensation, unemployment
compensation, automobile physical damage and bodily injury, and sundry other risks.
Commercial insurance coverage is provided for each property damage claim in excess of
$750,000 with a cap of $250,000,000. Settled claims have not exceeded this commercial
coverage in any of the past three years. The City also provides medical insurance
coverage for all employees and retirees. Employees are required to pay a percentage of
the annual cost of the medical plans, and the remaining costs are paid by the City’s
internal service fund.

All funds of the City participate in the program and make payments to the Risk
Management Fund based on actuarial estimates and historical cost information of the
amounts needed to pay prior and current year claims. During fiscal years 2003 and 2002,
the Utility’s share of the City’s cost was $5,912,000 and $5,211,000, respectively.

Commitments and Contingencies

The Utility has received Federal grants of $115,000 for 2003 and State grants of $82,000
for 2002. Entitlement to grant resources is generally conditioned upon compliance with
terms and conditions of the grant agreements and applicable Federal and State
regulations, including the expenditure of the resources for eligible purposes.
Substantially all grants are subject to financial and compliance audits in accordance with
grantors’ requirements. Any disallowances as a result of these audits become a liability
of the Utility. As of June 30, 2003, the Utility estimates that no material liabilities will
result from such audits.

The City has voluntarily entered into a Consent Decree to rehabilitate its aging sewer
infrastructure and correct historical overflow mechanisms. The Consent Decree is one of
many the U.S. Department of Justice is and has currently negotiated with major east coast
cities with aged sewer and storm water infrastructures. The City is proactively
negotiating to ramp up its remedial efforts to address discharge and overflow concerns of
the State and Federal regulatory agencies. These efforts are ambitious and the cost of the
construction and maintenance are estimated to range between $500 to $700 million
dollars over the next decade and beyond. The City has committed to financing these
remedial efforts through a combination of water and waste water revenue bonds in
conjunction with all available State and Federal assistance.

Subsequent Events

On October 1, 2003, the City of Baltimore issued $6,041,587 Water Quality Bonds Series
2003-B, maturing through the year ending 2033.
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